Economic Modeling )
A <anad.iau.irjournal/eco Volume 18, Issue 65, Spring 2024, 45-72.

Rriginal Article

Investigating the impact of political risk on the shadow economy:
A guantile panel approach

Ther Saadoon Shnaishel ', Yousef Mohammadzadeh™

Ramin Bashir Khodaparasti*'/, Shahab Jahangiri*

DOl
Received:
24/07/2023 Abstract
The purpose of this article is to investigate the impact of political risk on the
Accepted: shadow economy. To this end, using data from 52 developing countries and
: 38 developed countries, it investigated the effect of political risk on the size
27/07/2024 of the underground economy over the period 2000-2020. In this study, the
quantize panel approach was used separately for two groups of developed
Keywords: and developing countries to estimate the research model. The results show
Shadow Economy, that political risk had a positive and significant effect on the size of the
Political Risk, Quantile | underground economy in all decades and in both developed and developing
Panel. country groups. This means that countries facing higher political risks have a
more hidden and informal economy. Also, the results of this research show
L that the unemployment rates, abundance of natural resources and taxes have
JEL Classification: a positive effect on the size of the shadow economy, but the quality of
D73, P10, 017, G18 regulations and economic freedom significantly reduce the size of the
shadow economy in both groups of countries. Based on the results, reducing
political risks, improving government regulations in support of the private
sector, improving business and trade freedom, financial and operational
transparency in the exploitation of natural resources, as well as creating jobs
and improving the business environment are policy recommendations of this
study.
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1. Introduction

An important factor that seems to have significant effects on the underground economy
iIs the state of risk that governs the political sector of the countries. State stability, socio-
economic conditions, investment prospects, internal tensions, external tensions,
corruption situation, military intervention in political affairs, quality of bureaucracy,
religious and ethnic tensions, order and democratic accountability, among others, which
determine the political situation of countries. Each of these factors can have a direct and
indirect effect on the volume of informal activities in the economy. Administrative
quality and democratic trust is an effective factor in controlling informal activities
(Ruge, 2012) and therefore improving the quality of governance reduces the size of the
underground economy to a great extent (Psychoyios et al, 2021). When governments are
ineffective and regulatory quality is low, economic transparency will be poor, which
creates an environment suitable for underground activities (Stiglitz & Pieth, 2016).
Undemocratic governments give more space to rentier and corrupt activities, and in an
unaccountable environment, hidden economic activities expand without fear and are
even supported and participated by some statesmen (Torgler et al, 2011). Therefore,
political risk can be expected to be one of the main determinants of the size of the
shadow economy, but it has received less attention in previous studies.

2. Research method and data

This study was conducted to investigate the impact of political risk on the hidden
economy in developed and developing countries. Therefore, panel regression approach
was used for statistical analysis. Studies such as UrRahman et al (2023), Nguyen & Su
(2022) and Lyulyov et al (2021) were used to model the research. The statistical
population of the study includes countries of the world; but due to the lack of sufficient
data for all countries, countries that did not have sufficient statistical information were
excluded from the sample. To examine the research results in detail, the research model
was estimated separately for developed countries (38 high-income countries and higher
level of human development) and developing countries (52 middle-income countries).
Also, the method used in this study is quantile or panel quantile regression.

3. Analysis and discussion

The results of this study showed that in different deciles for developed and developing
countries, political risk significantly leads to the expansion of the hidden sector of the
economy. In all decades and in both groups of countries, political risk had a positive and
significant impact on the underground economy. Of course, the scatterplot also confirms
this result. When political risks increase in a society, including the spread of internal
and external tensions, corruption, the weakening of the law, the weakness of the
bureaucratic system, the lack of accountability and instability of the government and the
political risks that govern the economy increase for hidden and informal activities
increase. Economic freedom is another factor that determines the size of the
underground economy in different countries. The results showed that in countries with
greater economic freedom, the size of the hidden and underground economy was
smaller. It seems that the closed economy creates many incentives for informal
activities by creating many rent opportunities and also strengthening economic
corruption. Model estimation results for all deciles and in both groups of countries, the
unemployment rate had a positive and significant effect on the size of the underground
economy. When people do not have a suitable job and cannot work in the formal labor
market, they will naturally turn to hidden and underground activities. Tax revenues were
also expected to have a positive effect on the underground economy, and the results
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showed that this effect was not strong and stable, and only in a few decades in
developed countries did the increase in tax revenues have an effect on the size of the
underground economy. the dark economy. Therefore, the improvement of the efficient
tax system, even if it leads to an increase in the amount of taxes received in a country,
cannot seriously harm official activities. Another noteworthy result of the study is the
significant and determining effect of natural resource rent on the underground economy.
Natural resource rent includes oil, gas, mines and forests. The results showed that,
especially in developing countries, the presence of natural resource rent has a positive
and significant effect on the underground economy. Therefore, the volume of hidden
and underground activities is higher in countries that have more rents from natural
resources. Finally, the results showed that in all deciles and in both developed and
developing country groups, the regulatory quality index had a negative and significant
impact on the underground economy. The Regulatory Quality Index shows the
government's ability to formulate and implement the right policies and regulations to
enable and promote private sector development. Therefore, it can be said that improving
the quality of regulations and the effectiveness of government policies in supporting the
private sector is one of the most important factors in reducing the size of the shadow
economy in countries.

4. Conclusion

Based on the research results, it can be said that public policies related to reducing
political risks, such as strengthening the bureaucracy system, accountability of
government officials, corruption control, transparency and political stability of the
government, as well as efforts to reduce external tensions can greatly reduce measure
the size of the underground economy. Also, the reduction of economic restrictions,
including redundant regulations of production and commercial affairs, the protection of
private property rights, as well as the creation of a freer economic environment for
various activities play an important role in reducing informal activities in the economy.
Based on the results of this study, the improvement of the efficient tax system, even if it
leads to an increase in the amount of taxes received in a country, cannot bring serious
harm to official activities. Among the other policy recommendations of this study, the
creation of national funds with the direct supervision of individuals as shareholders of
these funds, who hold the property and the right to use these resources, and according to
the regulations of the companies to provide transparent financial reports under
shareholder oversight, efficiency Improving the use of these resources and reducing the
consequences of their misuse. Also, reviewing, modifying and improving the quality of
government regulations on creating an environment for strengthening and promoting the
private sector is one of the serious recommendations of this study.
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